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Inflation levels exceeding recent trends 
After many years of trying to stimulate inflation, central banks are now facing inflation levels that are far exceeding 
recent trends. In May, eurozone inflation rose to 2% and in the US core inflation reached 3.8% (almost a 30-year 
high). The question central banks now face is if these above target inflationary pressures will take hold and persist, 
or if they are transitory and being caused by temporary factors as the global economy restarts and adjusts back to 
firing on all cylinders again. How inflation evolves may be a somewhat different story in each country. However, 
through globalisation companies have the ability to transfer higher prices or seek lower price inputs around the 
world more efficiently which on balance has acted as a price stabiliser over recent years. In the near term this 
process may be temporarily disturbed because of economic disruption from the pandemic and allow inflation to 
spread globally. However, the process of companies transferring higher prices or seeking lower price inputs around 
the world should return as countries reopen and again act as a force against higher prices. 

In 2020 the Federal Reserve (Fed) announced a major policy shift to its strategy of delivering price stability and 
moved to an average inflation target regime from a specific 2% CPI target. In hindsight the timing was genius, or 
perhaps the Fed even had foresight about what was going to unfold in 2021. This new structure has allowed the 
Fed to keep monetary policy and financial conditions super easy in the US amid what would have been alarmingly 
high inflation prints under their previous policy. Understanding how the Fed looks at inflation is also important in 
understanding what the future path for interest rates may look like. 

Factors the Fed considers in forecasting inflation 
In forecasting inflation, the Fed considers three important factors in its analysis. The first is inflation expectations. If 
inflation becomes imbedded in an economy and in people’s price expectations, it can be extremely difficult to 
contain. The Fed looks at many different 
surveys to try and gauge if this is occurring 
and the five-year Forward Inflation 
Expectation Rate is one of them. By this 
measure, expectations of higher inflation 
have been largely contained; the index has 
risen to levels seen last in 2018 but below 
the average over the last 20 years. 

A second important factor the Fed looks at is 
promoting maximum employment and 
more specifically, doing so within current 
wage conditions. The state of the labour 
market and the possibility of sustained wage 
pressure to occur can be a major contributor 
to inflation and therefore something the Fed 
weighs in its inflation outlook.  We have 
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seen some wage pressure in the US; however, here too are shutdown-related factors that gives the Fed comfort that 
the phenomenon may be temporary. With an unemployment rate close to 6% compared to the pre-pandemic level 
of 3.6%, there is still much slack in the labour market and this should act to contain overall wage pressures in the 
near term. The special unemployment benefits are set to expire in September and this will likely add supply to the 
labour market hungry for workers to return. 

A third important factor in the Fed’s inflation forecast is pressure on resources, in which we have seen some of the 
biggest surprises in prices during the economic recovery. Supply chain disruption has contributed greatly to 
increased prices in things such as durable goods.  Consumer demand has surged for goods such as autos, home 
appliances and furniture and this is probably the most troubling area of inflation for the Fed, which recently 
admitted that a forecast error could potentially occur since we have not experienced an inflation cycle that is 
currently taking place. However, the Fed also likes to use the Trimmed Mean PCE inflation rate as an alternative 
measure of core inflation for personal consumption and perhaps not too surprisingly the index has been very well 
behaved. In calculating the trimmed mean, the goods and services with exceptionally large or small price 
movements in a given month are dropped from the calculation. 

Repricing the US yield curve 
In spite of these three factors mostly giving the Fed comfort that their policy is set at the right level within the 
average inflation target structure, the central bank, with a slightly hawkish tilt, certainly raised its concern about 
inflation at the June Federal Open Market Committee (FOMC) meeting. This slightly hawkish tilt was evident in the 
rate forecasts produced by each Fed official that make up the Dot Plot. In their forecasts, seven members see the 
first hike coming in 2022 compared to only four in the March forecast. For 2023, 13 Fed members forecast rate hikes, 
up from seven in the March forecast. This bringing forward of forecasted rate increases caught the market by 
surprise given the Fed’s recent comments about policy being appropriate. However, at the same time the bringing 
forward of forecasted rate increases seems to be more in line with market expectations for Fed hikes. It is also 
somewhat surprising that the Fed has not spoken about reducing QE purchases and yet the officials, in moving 
forward their rate hike expectations, are likely to be concerned that inflation may prove to be more than transitory 
unless the central bank does something to contain it. 

Since the FOMC meeting the market has begun to reprice the US yield curve and we have seen a sharp flattening of 
the 5-year to 30-year part of the US curve. This seems to indicate that the market still believes the Fed has the 
capacity and credibility to influence rates through transparency in order to control inflation. The surprising thing is 
the Fed talks about sequencing how it will shift to remove easy monetary policy and the first step being a taper of 
asset purchases. The Fed will likely give the market guidance about its QE plan at its September meeting, with 
inflation measures at the time likely to determine how aggressively it opts to reduce purchases. But one thing 
seems clear: as the Fed removes the emergency easing, the US interest rate curve needs to continue bear flattening 
with the rise by short term interest rates outpacing the rise by longer rates if interest rates are to get back to pre-
pandemic levels.  
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Important information: This document is prepared by Nikko Asset Management Co., Ltd. and/or its affiliates (Nikko AM) and is for distribution 
only under such circumstances as may be permitted by applicable laws. This document does not constitute personal investment advice or a 
personal recommendation and it does not consider in any way the objectives, financial situation or needs of any recipients. All recipients are 
recommended to consult with their independent tax, financial and legal advisers prior to any investment.  

This document is for information purposes only and is not intended to be an offer, or a solicitation of an offer, to buy or sell any investments or 
participate in any trading strategy. Moreover, the information in this document will not affect Nikko AM’s investment strategy in any way. The 
information and opinions in this document have been derived from or reached from sources believed in good faith to be reliable but have not 
been independently verified. Nikko AM makes no guarantee, representation or warranty, express or implied, and accepts no responsibility or 
liability for the accuracy or completeness of this document. No reliance should be placed on any assumptions, forecasts, projections, estimates 
or prospects contained within this document. This document should not be regarded by recipients as a substitute for the exercise of their own 
judgment. Opinions stated in this document may change without notice.  
In any investment, past performance is neither an indication nor guarantee of future performance and a loss of capital may occur. Estimates of 
future performance are based on assumptions that may not be realised. Investors should be able to withstand the loss of any principal 
investment. The mention of individual securities, sectors, regions or countries within this document does not imply a recommendation to buy or 
sell.  
Nikko AM accepts no liability whatsoever for any loss or damage of any kind arising out of the use of all or any part of this document, provided 
that nothing herein excludes or restricts any liability of Nikko AM under applicable regulatory rules or requirements.  
All information contained in this document is solely for the attention and use of the intended recipients. Any use beyond that intended by Nikko 
AM is strictly prohibited.  
Japan: The information contained in this document pertaining specifically to the investment products is not directed at persons in Japan nor is it 
intended for distribution to persons in Japan. Registration Number: Director of the Kanto Local Finance Bureau (Financial Instruments firms) No. 
368 Member Associations: The Investment Trusts Association, Japan/Japan Investment Advisers Association.  
United Kingdom and rest of Europe: This document is communicated by Nikko Asset Management Europe Ltd, which is authorised and 
regulated in the United Kingdom by the Financial Conduct Authority (the FCA) (FRN 122084). This document constitutes a financial promotion 
for the purposes of the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the FCA in the United Kingdom, and is 
directed at professional clients as defined in the FCA Handbook of Rules and Guidance.  
United States: This document may not be duplicated, quoted, discussed or otherwise shared without prior consent. Any offering or distribution 
of a Fund in the United States may only be conducted via a licensed and registered broker-dealer or a duly qualified entity. Nikko Asset 
Management Americas, Inc. is a United States Registered Investment Adviser.  
Singapore: This document is for information to institutional investors as defined in the Securities and Futures Act (Chapter 289), and 
intermediaries only. Nikko Asset Management Asia Limited (Co. Reg. No. 198202562H) is regulated by the Monetary Authority of Singapore.  
Hong Kong: This document is for information to professional investors as defined in the Securities and Futures Ordinance, and intermediaries 
only. The contents of this document have not been reviewed by the Securities and Futures Commission or any regulatory authority in Hong 
Kong. Nikko Asset Management Hong Kong Limited is a licensed corporation in Hong Kong.  
New Zealand: This document is issued in New Zealand by Nikko Asset Management New Zealand Limited (Company No. 606057, FSP22562). It 
is for the use of wholesale clients, researchers, licensed financial advisers and their authorised representatives only.  
Kingdom of Bahrain: The document has not been approved by the Central Bank of Bahrain which takes no responsibility for its contents. No 
offer to the public to purchase the Strategy will be made in the Kingdom of Bahrain and this document is intended to be read by the addressee 
only and must not be passed to, issued to, or shown to the public generally.  
Kuwait: This document is not for general circulation to the public in Kuwait. The Strategy has not been licensed for offering in Kuwait by the 
Kuwaiti Capital Markets Authority or any other relevant Kuwaiti government agency. The offering of the Strategy in Kuwait on the basis a private 
placement or public offering is, therefore, restricted in accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as amended). No 
private or public offering of the Strategy is being made in Kuwait, and no agreement relating to the sale of the Strategy will be concluded in 
Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Strategy in Kuwait.  
Kingdom of Saudi Arabia: This document is communicated by Nikko Asset Management Europe Ltd (Nikko AME), which is authorised and 
regulated by the Financial Services and Markets Act 2000 (as amended) (FSMA) and the rules of the Financial Conduct Authority (the FCA) in the 
United Kingdom (the FCA Rules). This document should not be reproduced, redistributed, or sent directly or indirectly to any other party or 
published in full or in part for any purpose whatsoever without a prior written permission from Nikko AME.  
This document does not constitute investment advice or a personal recommendation and does not consider in any way the suitability or 
appropriateness of the subject matter for the individual circumstances of any recipient. In providing a person with this document, Nikko AME is 
not treating that person as a client for the purposes of the FCA Rules other than those relating to financial promotion and that person will not 
therefore benefit from any protections that would be available to such clients.  
Nikko AME and its associates and/or its or their officers, directors or employees may have or have had positions or material interests, may at any 
time make purchases and/or sales as principal or agent, may provide or have provided corporate finance services to issuers or may provide or 
have provided significant advice or investment services in any investments referred to in this document or in related investments. Relevant 
confidential information, if any, known within any company in the Nikko AM group or Sumitomo Mitsui Trust Holdings group and not available 
to Nikko AME because of regulations or internal procedure is not reflected in this document. The investments mentioned in this document may 
not be eligible for sale in some states or countries, and they may not be suitable for all types of investors.  
Oman: The information contained in this document nether constitutes a public offer of securities in the Sultanate of Oman as contemplated by 
the Commercial companies law of Oman (Royal decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98, nor does it constitute an 
offer to sell, or the solicitation of any offer to buy non-Omani securities in the Sultanate of Oman as contemplated by Article 139 of the Executive 
Regulations to the Capital Market law (issued by Decision No. 1/2009). This document is not intended to lead to the conclusion of any contract 
of whatsoever nature within the territory of the Sultanate of Oman.  
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Qatar (excluding QFC): The Strategies are only being offered to a limited number of investors who are willing and able to conduct an 
independent investigation of the risks involved in an investment in such Strategies. The document does not constitute an offer to the public and 
should not be reproduced, redistributed, or sent directly or indirectly to any other party or published in full or in part for any purpose 
whatsoever without a prior written permission from Nikko Asset Management Europe Ltd (Nikko AME). No transaction will be concluded in your 
jurisdiction and any inquiries regarding the Strategies should be made to Nikko AME.  
United Arab Emirates (excluding DIFC): This document and the information contained herein, do not constitute, and is not intended to 
constitute, a public offer of securities in the United Arab Emirates and accordingly should not be construed as such. The Strategy is only being 
offered to a limited number of investors in the UAE who are (a) willing and able to conduct an independent investigation of the risks involved in 
an investment in such Strategy, and (b) upon their specific request.  
The Strategy has not been approved by or licensed or registered with the UAE Central Bank, the Securities and Commodities Authority or any 
other relevant licensing authorities or governmental agencies in the UAE. This document is for the use of the named addressee only and should 
not be given or shown to any other person (other than employees, agents or consultants in connection with the addressee's consideration 
thereof).  
No transaction will be concluded in the UAE and any inquiries regarding the Strategy should be made to Nikko Asset Management Europe Ltd.  
Republic of Korea: This document is being provided for general information purposes only, and shall not, and under no circumstances is, to be 
construed as, an offering of financial investment products or services. Nikko AM is not making any representation with respect to the eligibility of 
any person to acquire any financial investment product or service. The offering and sale of any financial investment product is subject to the 
applicable regulations of the Republic of Korea. Any interests in a fund or collective investment scheme shall be sold after such fund is registered 
under the private placement registration regime in accordance with the applicable regulations of the Republic of Korea, and the offering of such 
registered fund shall be conducted only through a locally licensed distributor. 
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